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Even in these uncertain economic times, small businesses continue struggling to recruit, retain and 
incentivize highly talented and experienced employees.  In the first installment of this series 
https://danzigermarkhoff.com/pdfs/Recent-Trends-In-Executive-Compensation.pdf, we discussed 
the characteristics of several common cash-based incentive compensation programs and the im-
portance of aligning employee incentives with the key performance indicators that drive the success 
of your business. 

Equity awards involve the employee-recipient becoming an actual equity owner of the employer.  
These awards raise all of the issues that arise from minority ownership of stock in a private compa-
ny, including, shareholder rights, transfer restrictions, corporate governance and valuation issues, 
to name a few.  The most common forms of equity awards are restricted stock, stock options, and 
partnership profits interests.   

These equity awards should be compared and contrasted with equity-based cash awards, such as 
stock appreciation rights (SARs) and phantom stock, which were discussed in the first installment 
of this series.  Those awards give the employee a right to receive a future cash payment of either the 
appreciation in, or full value of, the employer’s stock.  Thus, they align employee interests with the 
business owner’s interests but do not transfer any actual business ownership to the employee. 

Equity awards have significantly different tax and operating rules from SARs and phantom stock.  
These differences can result in advantages and certain disadvantages.  For example, an employee 
may enjoy capital gains taxation on some or all of his or her equity award but is taxed at ordinary 
income rates on all cash awards.  Shareholder rights issues apply to equity awards but not to cash-
settled awards. 

1. Restricted Stock.  A restricted stock award is the issuance to an employee of actual 
shares of stock in the company immediately on the award date.  However, the shares are subject to 
vesting and may be forfeited if vesting conditions are not satisfied.  Until they vest, shares are non-
transferable and are typically held by the company or by an escrow agent.  After they vest, the 
shares are no longer forfeitable but may be subject to a stockholders’ agreement that regulates, 
among other things, transfer and voting of the shares.  Shares may be awarded “for free” or be pur-
chased at current fair market value (FMV), or some other price, so the employee has “skin in the 
game.”  In the case of purchased shares, the company may choose to loan the employee all or part 
of the purchase price.  In that case, it is generally preferable from a tax perspective for the loan to 
be “full recourse.”  “Restricted” equity grants are not limited to corporate issuers, but may also be 
made by pass-through entities, such as partnerships and limited liability companies (LLCs), alt-
hough pass-through entity equity awards naturally involve greater tax complexity. 

 

https://danzigermarkhoff.com/pdfs/Recent-Trends-In-Executive-Compensation.pdf


 

 

DANZIGER & MARKHOFF LLP       1133 WESTCHESTER AVE. ,  STE N208,  WHITE PLAINS,  NY 10604       914.948.1556  

 

 

Tax Consequences:   

a. Award of restricted stock:  Generally, awards do not result in any current taxation 
to the employee.  However, if the employee makes an “83(b) election” within 30 
days of receiving the shares, the employee recognizes the FMV of the shares on the 
award date as ordinary income, and the employer can claim a corresponding tax 
deduction. 

 Restricted stock coupled with an 83(b) election can be particularly attractive 
in a start-up situation, where the company may have a very low, even specu-
lative, value and little cash with which to compensate employees.  In that 
case, the employee would recognize a modest amount of ordinary income 
when he or she receives shares of restricted stock and makes the 83(b) elec-
tion, and receive favorable capital gains tax treatment on any and all future 
appreciation in the stock, as described in sub-item (c) below.  

b. Vesting:  Generally, then-current FMV of shares at vesting is ordinary income for 
the employee, and the employer-issuer can claim the same amount as a tax deduc-
tion.  If an 83(b) election was made at award, vesting has no tax consequences to 
the employee or the issuer. 

c. Sale or other disposition of shares:  Upon sale or other disposition of the shares, 
the employee recognizes capital gain equal to excess, if any, of the sale proceeds 
over the FMV of the shares on vesting (or on grant if an 83(b) election was made).  
There are no tax consequences to employer. 

2.  Stock Options.  A stock option gives the recipient the right to purchase a specified 
number of shares of company stock in the future during the term of the option (typically ten years) 
at a fixed exercise (or strike) price determined at the grant date.  In order to avoid certain tax issues, 
the exercise price is typically set at not less than the stock’s FMV at the option grant date.  An op-
tion may be either automatically exercisable upon the occurrence of a specified exercise event (such 
as a change in control of the issuer) or exercisable from time-to-time by the employee, in each case, 
after the option vests.  An option holder does not become an actual owner of the shares underlying 
the option until he or she exercises the option and purchases the shares.   

Tax Consequences:   

a.  Grant of options:  None. 

b. Exercise of options:  FMV of stock purchased less exercise price is ordinary income 
to the employee and deductible by the employer. 

c. Sale or other disposition of shares:  Sale price less FMV of shares on exercise date 
results in capital gain or loss for the employee.  Employee’s holding period in the 
shares begins on the option exercise date.  No tax consequences for employer. 

A limited number of “incentive stock options” or “ISOs” can be granted to employees 
of a corporation, but ISOs tend to be little used by privately held businesses because 
the conditions needed to achieve special favorable tax treatment for the employee are 
typically not satisfied. 
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3. Partnership Profits Interest.  This type of arrangement is only available for a pass
-through entity such as a partnership or LLC.  An employee holder of a profits interest is a partner 
or member of the entity but shares solely in future profits of the entity.  A profits interest gives the 
holder no interest in the current capital of the entity on the grant date, which is an important, even 
vital for tax purposes, distinction between a profits interest and a restricted stock award, for exam-
ple.  Profits interests have become popular among sophisticated management due to their potential-
ly significant tax advantages and their inherent flexibility from a financial perspective.  On the other 
hand, profits interests can be complex to implement and administer.   

Tax Consequences:   

a.  Receipt and vesting of profits interest:  No tax consequences if Internal Revenue 
Service regulatory safe harbor is satisfied.  The recipient of a profits interest typi-
cally should make a “protective” 83(b) election to lock in zero ordinary income. 

b. Allocation of partnership income:  Income determined at the partnership level 
passes through to the profits interest holder retaining its character at the partner-
ship level.  For example, if a partnership invests in an operating company taxed as 
a “C corporation,” any income realized by partnership upon a sale of stock in the 
operating company would generally be taxed as capital gains to a holder of profits 
interests in the partnership. 

 

*   *   *   * 

 

This article is intended to provide an overview of several common equity incentive compensation 
alternatives.  If you would like to discuss any of these types of arrangements in greater detail, focus-
ing on your company’s unique situation, needs and objectives, please contact Jay Fenster 
(jfenster@dmlawyers.com) or Mark Hamilton (mhamilton@dmlawyers.com), or you can reach Jay 
or Mark at 914-948 -1556. 
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